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JULY 23, 1990

Prepared by the AICPA Professional Ethics Executive Committee for comments
from persons interested in independence, behavioral, and technical standards matters
Comments should be received by October 2 3 , 1990, and addressed to
Herbert A. Finkston, Director, Professional Ethics Division
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775

This exposure draft has been sent to—
• Practice offices of CPA firms.
• Sampling of members in industry and education.
• Members of AICPA Council and technical committee
chairmen.
• State society and chapter presidents, directors, and
committee chairmen.
• Organizations concerned with regulatory, supervisory,
or other public disclosure of financial activities.
• Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex:70-3396
Telecopier (212) 575-3846

J u l y 23, 1990
This exposure draft contains eight proposals for review and comment by the Institute's
membership and other interested parties regarding pronouncements to be adopted, revised, or
deleted by the Professional Ethics Executive Committee. The text of and an explanatory preface to
each pronouncement are included in this exposure draft.
A summary does not accompany this exposure draft because of the diversity of material included.
Instead, the type of information a summary would contain is included in the "Explanation"
preceding each proposal. The reader will t h u s be able to consider the proposed pronouncements
with clearer focus on the particular issues.
After the exposure period is concluded and the comments evaluated by the Professional Ethics
Executive Committee, the committee may decide to publish one or more of the proposed
pronouncements. Once published, the pronouncements become effective on the last day of the
month in which they are published in the J o u r n a l of Accountancy, except as otherwise stated in
the pronouncement.
Your comments are an important part of the standard-setting process. Please take this
opportunity to comment. Responses should be made under the appropriate heading on the
enclosed self-mailer comment form. They must be received at the AICPA by October S3, 1990. All
written replies to this exposure draft will become part of the public record of the AICPA and will
be available for inspection at the office of the AICPA after November 23, 1990, for a period of one
year.
Please send comments to Herbert A. Finkston, Professional Ethics Division, AICPA, 1211 Avenue
of the Americas, New York, New York 10036-8775.
Sincerely,

Marilyn A. Pendergast
Chairman
AICPA Professional Ethics Executive Committee

Herbert A. Finkston
Director
Professional Ethics Division

PROPOSED ETHICS RULING UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee has been requested to provide guidance to members who
have the opportunity to join credit unions for which the members provide professional services requiring
independence.
Ethics interpretation 101-1-A4 provides that independence is considered to be impaired if a member has
any loan to or from the client. However, that interpretation provides for an exception if the member has a
loan from a client that is a financial institution. Such a loan must be made under normal lending
procedures, terms, and requirements. Ethics interpretation 101-5 defines a financial institution as an
entity that, "as part of its normal business operations, makes loans to the general public."
The committee concluded that if a credit union meets the definition of a financial institution as provided
in interpretation 101-5 and the loan is consistent with the requirements of interpretation 101-1-A4,
membership in the credit union would not impair the member's and the member's firm's independence.
If the credit union does not meet the definition of a financial institution or the loans or deposits are not in
accordance with the interpretations and rulings of the AICPA Code of Professional Conduct, membership
in the client credit union would cause the independence of the member and the member's firm to be
impaired.
In August 1989 a proposed ruling on this subject was exposed for membership comments. After all
comments were considered, the proposed ruling was revised by the addition of the last sentence in the
answer. This revision is now being exposed for comment.

[Text of Proposed Ruling Under Rule 101]
Member Joining Client Credit Union

Question—A member and a member's partners and employees have been invited to become members of
a credit union for which the member's firm provides professional services requiring independence. Would
the membership in the credit union impair the independence of the member and the member's firm with
respect to the credit union?
Answer—Independence would be considered to be impaired unless (1) the credit union meets the
definition of a financial institution provided in interpretation 101-5 and (2) any loans meet the criteria in
interpretation 101-1-A4 and any deposits meet the criteria in Ethics Ruling No. 70 (ET section 191.140.141). In applying the definition of a financial institution, a credit union that does not make its services
available to everyone who lives and/or works in a broad geographic area (such as a state, county, or city)
would not qualify.
(This ruling would take effect one year from the last day of the month in which it is published in the
Journal of Accountancy; however, earlier application is encouraged.)

PROPOSED ETHICS RULING UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee has been requested to provide guidance to members who
question whether their independence would be considered to be impaired with respect to clients for
whom the members have guaranteed loans. The committee has concluded that independence would be
impaired if the guarantee exists during certain time periods specified in the ruling.
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[Text of Proposed Ruling Under Rule 101]
Member as Guarantor of Client's Loan

Question—Would independence be considered to be impaired with respect to a client for whom the
member has guaranteed a loan?
Answer—Yes. The member's guarantee of a client's loan is the equivalent of a loan to the client.
Therefore, if the guarantee exists during the period of the professional engagement or at the time of
expressing an opinion, independence would be considered to be impaired.

PROPOSED ETHICS RULING UNDER RULE 102
[Explanation]
Members frequently contact the Professional Ethics Division to inquire about the ethical considerations
that are involved when an individual participating in an engagement seeks or is offered employment with
the client.
The Professional Ethics Executive Committee has concluded that in circumstances in which employment
with a client is being offered to or sought by a member, Rule 102, "Integrity and Objectivity," is
applicable. The rule requires that a member maintain objectivity and integrity when performing
professional services. The committee believes that Rule 102 requires that a member remove himself or
herself from the engagement in situations in which client employment is being offered or sought.
The proposed ruling, which the committee recommends for adoption, also advises the individual's firm of
its responsibilities when the individual has failed to remove himself or herself from the engagement.

[Text of Proposed Ruling Under Rule 102]
Individual Considering or Accepting Employment With the Client

Question-—During the performance of an engagement, an individual participating in the engagement
may be offered employment by the client or may seek employment with the client. What are the
implications of these actions with respect to the AICPA Code of Professional Conduct?
Answer—An individual participating in an engagement who is offered employment by, or seeks employment with, that client during the conduct of the engagement must consider whether his or her ability to
act with integrity and objectivity has been impaired. When the engagement is one requiring independence, the individual must remove himself or herself from the engagement until the employment offer is
rejected or employment is no longer being sought, in order to prevent any appearance that integrity or
objectivity has been impaired.
A member may become aware that an individual participated in the engagement while employment with
the client was being considered or after it had been accepted. In these circumstances the member should
consider what, if any, additional procedures may be necessary to ensure that all work had been performed
with objectivity and integrity as required under Rule 102. Any additional procedures will depend on the
nature of the engagement and the nature and extent of the individual's participation in the engagement
and may require reperformance of the work or additional procedures.

PROPOSED ETHICS RULING UNDER RULE 102
[Explanation]
Rule 102, "Integrity and Objectivity," of the AICPA Code of Professional Conduct provides, in part, that
in the performance of any professional services, a member "shall be free of conflicts of interest." Ethics
interpretation 102-2 provides that "a conflict of interest may occur if a member performs a professional
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service for a client or employer and the member or his or her firm has a significant relationship with
another person, entity, product, or service that could be viewed as impairing the member's objectivity."
The Professional Ethics Executive Committee plans to issue ethics rulings to provide guidance on what
circumstances may be viewed as creating conflicts of interest.
This proposed ruling deals with a situation in which a member simultaneously serves on a board of tax
appeals and provides professional services for a client or employer who comes before the board.
[Text of Proposed Ruling

Under Rule 102]

Service on Board of Tax Appeals

Question—May a member serve on a board of tax appeals established under a municipal income tax
ordinance if, at the same time, the member provides professional services for a client or employer who
comes before the board?
Answer—Rule 102 would not prohibit the member from serving on the board and providing tax or other
professional services to a client or employer who comes before the board. However, the member must
disclose this fact situation to the client or employer, the board, and any other appropriate parties and
receive consent from all parties to participate as a board member with respect to matters involving the
client or employer.

PROPOSED REVISION OF INTERPRETATION 501-1
UNDER RULE 501
[Explanation]
The Professional Ethics Executive Committee has reviewed and reevaluated current ethics interpretation
501-1, which was issued in April 1975. The committee has concluded that the interpretation places an
undue constraint on a member's ability to secure payment for services rendered. Under the current
interpretation, when an engagement is completed, a member must provide the client, upon request, with
copies of certain workpapers that are considered part of the client's financial records even if the fees for
the services involved in preparing those records have not been paid.
The proposed revised interpretation requires a member to return clients' records upon request whether or
not the member's fees have been paid. Client records are defined as any accounting or other records
belonging to the client that were provided to the member by or on behalf of the client.
Workpapers are the member's property. Under the proposed interpretation a member is not required to
provide the workpapers, or the information contained in the workpapers, if all fees due have not been
paid. The committee recognizes that a member's workpapers may, at times, contain information not
reflected in the client's books and records, with the result that the client's financial information is
incomplete. However, the accounting and other records belonging to the client must be returned under
this proposal. The services of another accountant may then be retained to reconstruct the necessary
financial information.
[Text of Current Interpretation

501-1 Proposed for

Revision]

Client's Records and Accountant's Workpapers

Retention of client records after a demand is made for them is an act discreditable to the profession in
violation of Rule 501. The fact that the statutes of the state in which a member practices may specifically
grant him a lien on all client records in his possession does not change the ethical standard that it would be
a violation of the Code to retain the records to enforce payment.
A member's working papers are his property and need not be surrendered to the client. However, in some
instances a member's working papers will contain data which should properly be reflected in the client's
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books and records but which for convenience have not been duplicated therein, with the result that the
client's records are incomplete. In such instances, the portion of the working papers containing such data
constitutes part of the client's records, and copies should be made available to the client upon request.
If a member is engaged to perform certain work for a client and the engagement is terminated prior to
the completion of such work, the member is required to return or furnish copies of only those records
originally given to the member by the client.
Examples of working papers that are considered to be client's records would include—
a. Worksheets in lieu of books of original entry (e.g., listings and distributions of cash receipts or cash
disbursements on columnar working paper).
b. Worksheets in lieu of general ledger or subsidiary ledgers, such as accounts receivable, job cost, and
equipment ledgers or similar depreciation records.
c. All adjusting and closing journal entries and supporting details. (If the supporting details are not fully
set forth in the explanation of the journal entry, but are contained in analyses of accounts in the
accountant's working papers, then copies of such analyses must be furnished to the client.)
d. Consolidating or combining journal entries and worksheets and supporting detail used in arriving at
final figures incorporated in an end product such as financial statements or tax returns.
Any working papers developed by the member incident to the performance of his engagement which do
not result in changes to the client's records or are not in themselves part of the records ordinarily
maintained by such clients, are considered to be solely "accountant's working papers" and are not the
property of the client, e.g.:
• The member may make extensive analyses of inventory or other accounts as part of his selective audit
procedures. Even if such analyses have been prepared by client personnel at the request of the
member, they nevertheless are considered to be part of the accountant's working papers.
• Only to the extent such analyses result in changes to the client's records would the member be
required to furnish the details from his working papers in support of the journal entries recording
such changes unless the journal entries themselves contain all necessary details.
Once the member has returned the client's records to him or furnished him with copies of such records
and/or necessary supporting data, he has discharged his obligation in this regard and need not comply
with any subsequent requests to again furnish such records.
If the member has retained in his files copies of a client's records already in possession of the client, the
member is not required to return such copies to the client.

[Text of Proposed Revision of Interpretation 501-1]
Retention of Client Records

Retention of client records after a demand is made for them is an act discreditable to the profession in
violation of Rule 501. The fact that the statutes of the state in which a member practices may grant the
member a lien on certain records in his or her possession does not change this ethical standard.
A client's records are any accounting or other records belonging to the client that were provided to the
member by or on behalf of the client. If an engagement is terminated prior to completion, the member is
required to return only client records.
A member's workpapers—including, but not limited to, analyses and schedules prepared by the client at
the request of the member—are the member's property, not client records, and need not be made
available.
In some instances a member's workpapers contain information that is not reflected in the client's books
and records, with the result that the client's financial information is incomplete. This would include (1)
adjusting, closing, combining, or consolidating journal entries and (2) information normally contained in
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books of original entry and general ledgers or subsidiary ledgers. In those instances when an engagement
has been completed, such information should also be made available to the client upon request. However,
the member may require that fees due the member with respect to such completed engagements be paid
before such information is provided.
Once the member has complied with the foregoing requirements, he or she need not comply with any
subsequent requests to again provide such information.

PROPOSED REVISION OF ETHICS RULING NO. 17
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes to revise current Ethics Ruling No. 17 (ET
section 191.033-.034) to indicate that an equity interest held by a member in an organization such as a
country club constitutes direct financial interest that impairs a member's independence. Further, ownership of a debt interest in such entity would constitute a loan to a client that impairs independence.
Membership in a club, absent an equity or debt interest, would not impair independence.
[Text of Current Ruling No. 17 Proposed for

Revision]

Member as Stockholder in Country Club

Question—A member belongs to a country club in which membership requirements involve the acquisition of a pro rata share of equity or debt securities. Would the independence of the member's firm be
considered to be impaired with respect to the country club?
Answer—Independence of the member's firm would not be considered to be impaired, since membership in such a club is essentially a social matter. Accordingly, such equity or debt ownership is not
considered to be a direct financial interest within the meaning of Rule 101. However, the member should
not take part in the management of the club.
[Text of Proposed Revision of Ruling No. 17 Under Rule 101]
Financial Interests in Certain Organizations

Question—A member belongs to an organization (such as a country club or health club) in which
membership requirements involve owning equity or debt securities. Would the independence of the
member be considered to be impaired with respect to the organization?
Answer—Independence of the member would be considered to be impaired because equity or debt
ownership is considered to be either a direct financial interest in, or a loan to, a client, which is prohibited
under ethics interpretation 101-1.

PROPOSED DELETION OF ETHICS RULING NO. 34
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee recommends the deletion of this ruling because the
common trust funds of a bank are not part of the financial statements with respect to which the audit is
being performed.
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[Text of Current Ruling No. 34 Proposed for Deletion]
Member as Auditor of Common Trust Funds

Question—A large bank having a number of common trust funds has requested a member's firm to audit
the financial statements of one of the funds. Would the independence of the member's firm be considered
to be impaired with respect to the fund if (1) a partner had an immaterial financial equity interest in the
bank or (2) the firm had a revolving loan agreement with the bank pursuant to which seasonable
financings were made?
Answer—(1) The audit of the common trust funds of the bank would involve auditing the trusteeship and
custodianship activities and responsibilities of the bank. With respect to independence, no significant
difference exists between the bank and the common trust funds which it maintains. Therefore, if a
partner of the firm owns stock in the bank, he and the firm would have a direct financial interest in the
bank and independence would be considered to be impaired with respect to the bank's common trust
funds without regard to materiality of the equity interest.
(2) Whether under the revolving loan agreement the independence of the member's firm would be
considered to be impaired would be determined by the criteria set forth in Interpretation 101-1 A.3
(section 101.02) of the Code of Professional Conduct.

PROPOSED DELETION OF ETHICS RULING NO. 47
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee recommends that this ruling be deleted. Virtually all
mutual funds are subject to the jurisdiction of the Securities and Exchange Commission (SEC). The SEC's
rules on auditor independence differ from AICPA rules. It would therefore be misleading for this ruling to
be a part of AICPA independence literature.

[Text of Current Ruling No. 47 Proposed for Deletion]
Member as Auditor of Mutual Fund and Shareholder of Investment Adviser/Manager

Question—A member is a shareholder of a mutual fund's investment adviser/manager. Would the
independence of the member's firm be considered to be impaired with respect to the mutual fund?
Answer—Independence of the member's firm would be considered to be impaired with respect to the
mutual fund because the investment adviser, though usually a separate business entity, is responsible
under contract for various management functions of the fund. Further, its fees are normally a function of
fund net asset value. Conversely, if the member is a shareholder in the mutual fund, the independence of
the member's firm would not be considered to be impaired with respect to the fund's investment adviser,
since the value of the fund is dependent upon the investment management advice of the adviser, not on
his financial position.
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